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Do hedge funds earn above-average returns? A number of important studies show they do not. But even if they fail
to out-perform on average, there are always top performers. Is there a way to identify these top performers?
Where hedge funds are located makes the difference, according to Singapore Management University finance
professor Melvyn Teo, who is also director of the university’s BNP Paribas Hedge Fund Centre. In his paper, “The
Geography of Hedge Funds”, Teo puts forward evidence for the hypothesis that locally-managed hedge funds are
better able to monitor their investments and, therefore, generate superior returns. His distinguishing variable: “a
hedge fund’s geographical location relative to its investments”. 
Among the most studied area of investments is whether professional analysts are able to out-perform market
averages. In other words, do actively managed mutual funds and unit trusts contribute alpha? Alpha is the Greek
name that investment pros give to the expertise supplied by fund managers. The question of whether alpha exists is
debatable. But investment managers typically refer to alpha as though it is real and identifiable. A number of mutual
fund studies show that it doesn’t exist. Actively-managed funds have the same risk-adjusted returns as the rest of
the market. This means that investors are better off with a passively-managed index fund which simply tracks the
market. Its gross returns are about the same while fees are substantially lower. Lower fees are the result of index
funds not needing to hire expensive stock analysts to make stock-picking and market-timing decisions. The funds
also have lower trading costs since they only need to buy and hold their investments.
A second approach has been to observe that there is no need to settle for an average fund. Since every distribution
has an upper end, why not select the top-performers? The key question is whether these top-performing funds are
able to show “persistence” of returns over the years. Are the top-performers in one year also the top performers in
subsequent years? For the most part, the answer has been “no”. Fund performance, it seems, does not persist.
Funds usually acknowledge this with a disclaimer -- often in a footnote at the bottom of the brochure -- such as
“Past performance is not a guarantee of future returns”, even though the body of the brochure is typically filled with
the fund’s past return history.
Among the most popular new investment vehicles are hedge funds. They have taken in nearly US$1.5 trillion in
investments over the past 10 years. The funds also have substantial borrowings. A key question is whether they are
worth it? If mutual funds cannot out-perform benchmarks, would hedge funds be expected to do any better?
Teo’s paper advances two main reasons why hedge funds are different: (i) They have more investment flexibility
since they can short stocks as well as trade in derivative markets; (ii) The best investment talent may go to the
hedge funds since they receive higher rewards based largely on performance fees. Indeed, the paper also finds
evidence that funds which charge higher fees perform better.
Presence Makes a Difference
According to Teo, the key factor which separates top performing funds from the others is “presence”. Presence is a
fund’s geographical proximity to the companies in which it invests.  The closer it is to its investments, the greater
the chances that the hedge fund will earn high returns. Teo tests this hypothesis and finds that presence does a
good job of explaining returns. By implication, hedge funds which operate from a distance perform worse than those
headquartered in the region in which they invest. Mutual funds have done similar studies of this phenomenon. Their
results, however, are largely inconclusive. The mutual fund studies showed that the fund’s distance from its
investments made little difference to returns. Presence accounted for only about 1% added returns.
Why are hedge funds different? According to Teo, “Hedge funds are better able to take advantage of local
information via short selling and use of derivatives”. The study’s empirical tests show the risk-adjusted return
difference between nearby and distant hedge fund portfolios is about 4%. A direct way for hedge funds to take
advantage of local knowledge is to invest in stocks and bonds in their region. Indirect investing is even easier. A
parent hedge fund – called a fund of funds – purchases other hedge funds that operate locally. It is an inexpensive
way for distant hedge funds to tie into the local advantage. The author suggests that excess return earned by the
local funds is a justification for the parent funds charging an extra layer of fees. Fund of funds usually charge an
extra 1% management fee plus a 10% performance fee. (These are on top of the performance and management fees
charged by the underlying hedge funds.) A second explanation of the results is that many of the local hedge funds
operate in developing countries where local knowledge would seem to be more important. 
Methodology
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The author builds on a previous, well-known study by William Fung and David A Hsieh in 2004 which identified
variables explaining hedge fund returns. The present study adds to those variables with the most important being
the geography or presence variable showing whether the hedge fund is located near its investments.
The basic model starts with variables which have proven successful in explaining hedge fund returns. These are the
S&P 500 minus the risk free rate (S&P excess return), Wilshire small cap minus the large cap return (small cap risk
premium), spread of 10-year treasury bonds over 3-month treasury bills (yield curve), spread of Moody’s BAA bonds
over the 10-year T-bond (bond risk premium), trend following factors for bonds, currencies and commodities (to
capture time series components), and the Nikkei 225 OTM call and put options (most of the sample is Japanese
funds).
This model was augmented by variables which explain management alpha: investment region presence, fund
performance fee, fund management fee, fund redemption period, minimum investment amount, fund size, and five
separate “year” dummies. Data for all funds was between two and six and a half years. The study used pooled data
which combines cross-section and time-series data.
There are substantial biases in hedge fund returns. For the most part, they upwardly bias the data, showing hedge
funds perform better than they really do. One bias that is difficult to overcome is self-selection. Inclusion in hedge
fund data bases is voluntary. Therefore, poor-performing funds may be hesitant to report their results. (There is
evidence that some of the high-performing funds may also not report.) Another problem is underestimation of risks.
Hedge funds may report results quarterly, for example, which has the effect of concealing the hedge fund’s variance
within the quarter. Another is incubation bias. Many fund managers will start a few hedge funds. Some succeed
while others fail, but only the successful ones report results. The funds which go out of business are not included in
the database. Also, when a new hedge fund’s results are reported, managers typically backfill the results to the date
that the fund began operation. This backfill bias also inflates returns. To overcome incubation and backfill bias, Teo
drops each fund’s first 12 months of returns.  
Results
The study results show that geography does make a difference. Funds with a regional presence outperform those
without one. The different is about 4% per year and is significant. By disaggregating the data on the basis of
geographical location, Teo is able to differentiate hedge funds which out-perform from those which under-perform.
Why does geography work? An example of the “nearness” phenomenon is local news stories. Even daily newspaper
stories about small companies in Indonesia would be available to a fund with its management located in Indonesia.
The same information would be harder to come by for a fund that is headquartered in New York City. Making one,
two or even a half dozen trips per year to Indonesia would be a poor substitute for being there continuously to
observe and monitor a company and pick new investments.
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